
Europe has Problems.
115 million European gas consumers are currently paying well more than twice as much 
as their American counterparts for their gas. Based on what I have observed in 2011, that 
extra gas bill—not reflecting anything in particular regarding the availability of gas or the 
technology of moving it around the continent of Europe—accounted for well more than €50 
billion. That is €50 billion coming out of the pockets of European consumers and going into 
the pockets of those who own the pipeline system and produce the gas (two groups that 
are often-enough closely intertwined). What is the immediate reason for this discrepancy 
between the US and Europe?  The United States has a robust market—in both spot and 
futures—for gas. Continental Europe does not.

Europe has a related problem, highlighted by the first.  The scale of gas pipeline construction 
in the EU is slower than almost anywhere else on earth. In 2011, 28,000 miles of pipelines 
were under construction or in the late planning stages in North America. The 2011 number 
for Western Europe and the EU countries is less that 4,500—one sixth as much for a market 
of somewhat similar volumes and geographic reach. That shortfall isn’t due to Europe’s effort 
to promote renewable energy instead of gas-fired generation. With a delivered gas price 
that is over twice as high in Europe than in North America, the scale of pipeline construction 
to get new gas to market should not be more than six times as vigorous in North America 
than in Europe.  Is the gas in Europe inherently so much harder to find and produce? Is it 
intrinsically so much more expensive to transport? No. It is something else that gets in the 
way, something that has not yet penetrated the complex engine of EU public policy or  
the regulatory “packages” (three since 1998) that the EU has produced to deal with its  
gas supply.
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What do these high prices and lack of pipeline construction really mean? Perhaps the litmus 
test for what ails the gas system in the EU is what is happening regarding unconventional gas 
sources, which are increasingly attracting investment in the US market and keeping gas prices 
down, but are generally playing no such role in Europe.

What Shale Gas?
A lot has been written about shale gas in the US and I don’t want to go into it in detail. I was in 
a conference last week in London with two speakers from Poland describing the vast potential 
resources of shale in Poland—and the almost complete lack of development of that potential 
gas supply to Europe.

Shale gas is widely considered a “game changer” in the United States—a source of abundant 
supplies that can keep gas prices low in the US for many years. In Europe, why would 
consumers want to put security of supply at risk by importing expensive gas from Russia, and 
to forego a low cost source of gas within the EU? Of course there may be some hyperbole 
regarding the allure of shale gas. Hyperbole or not, however, investment is pouring into the 
production of US shale gas—and almost none is flowing to Polish shale gas.  

Why not?

Because those who develop shale in the US (the landowners who own the resources under 
the surface and the companies who propose to drill for it) know that they have a market in 
which to sell that gas that in no way depends on existing gas producers or bilateral deals with 
monopoly pipelines. Once shale gas producers connect with the interstate pipeline system in 
the US, nobody can stop the sale of their gas into the market at a transparent market price. Gas 
producers can rely on a competitive market, not only to provide a connection to the nearest 
pipeline but also to use the competitive nationwide transport system.

And Poland? The government there wants shale gas to be exploited, but anyone wanting to 
develop that gas faces a dim prospect of capturing its market value. The best analysts speaking 
last week in London saw that the only feasible way to get incremental Polish shale gas into 
the European market was to ship it on the Yamal pipeline—owned by Gazprom. That is to 
say, the only practical way to get Polish shale gas into the best Western European markets is 
to negotiate with the very gas supplier whose gas volumes that shale gas has the prospect 
to displace. I leave it to you to imagine where the economic rent from shale production will 
go in such circumstances. I also leave it to you to imagine what you would do as a potential 
investor in the highly capital-intensive shale gas development business—the Polish government 
won’t stand in their way, but getting Polish shale to market still faces a phalanx of obstacles, 
including Gazprom, its many affiliate allies in Europe (including the major existing pipeline 
companies in Germany, Italy and France, among others), and a pack of generally uncoordinated 
and opaque member state regulators interested, often-enough, above all in preserving their 
national champion gas companies. Would you invest in Poland?  Or would you head to the 
giant Marcellus shale field in Pennsylvania? Hence the handful of shale rigs in Poland, and the 
thousands of shale gas rigs in the U.S.

What do the Economists Say?
In Europe, consumer prices are over twice as high as in North America. Investment in new 
pipelines is at one sixth the scale. An almost complete lack of development is apparent in 
unconventional gas resources that constitute a revolution in gas supply in the world’s most 
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competitive gas market. These are the features that describe barriers to entry—manifestly 
obvious barriers to entry—a problem costing €50 billion a year, in an EU that is in crisis for  
want of funds.

What do we economists have to say about this? Remarkably, almost nothing. This is not to 
say that the economic analysis of pipeline undertakings and the markets they serve is easy.  
Pipelines that hold market power prefer to exercise it in private—“buried” as they are far 
upstream from consumers. And pipeline industries in different areas of the world are shaped 
by institutions that are hard to identify, harder to study and sometimes almost impossible to 
interpret. Indeed, European economists often-enough perform empirical analyses of costs 
using American pipeline data because it is the only such data they can get their hands on. Even 
then, such economists follow the understandable, but false, premise that the cost structure of 
pipelines is a key element to the industry’s organization and competitiveness.

Such initiatives that do pass for “economics”—entry/exit pricing, “full retail access,” capacity 
auctions—are only ironic caricatures of reasonable economic policy applied to the pipeline 
transport industry. Each one raises, rather than lowers, the barriers to entry and helps to 
perpetuate the problem in Europe. For what is holding back the EU gas industry is not barriers 
to entry into the market for gas, but barriers to entry into a market for gas pipeline capacity.

Public policy towards gas pipelines in the EU, as reflected in the Third Package, has been 
completely and unambiguously retrograde in its possible service to consumers—raising instead 
of lowering the barriers to entry in supplying Europe with more and cheaper gas. The Third 
Package is far better suited to serving the industry’s protectionist interests than to serving 
consumers. Its aim is preserving the cartelization of what has been shown elsewhere to be a 
structurally competitive industry with no natural barriers to entry through the perpetuation of 
powerful institutional barriers.

So why is this? Why do economists like Paul Hunt and I think that the philosophy of entry/exit 
pricing is just about the most inane kind of pricing mechanism imaginable for long-distance 
inland transport of anything, and yet a policy brief that came out of the Florence School of 
Regulation in October said, “the entry/exit scheme is widely seen as a pre-condition to create a 
functioning market.” How can this be among economists?

It is a matter of perspective.

The Perspective: Pipelines and Asset Specificity
Adopting the proper economic perspective means everything in making sense of pipelines. And 
the neoclassical perspective, which dominated our training—and indeed most of our profession 
since the 1940s—has been uniquely unhelpful in analyzing the pipeline industry in particular.

Oliver Williamson identified in his 2009 Nobel Prize address why the neoclassical tradition 
was so ill-matched to analyzing and understanding certain industrial relationships: it employs 
the lens of choice (which holds that the best market information resides in prices) rather 
than the lens of contract (which holds that the governance of efficient transactions in many 
industries—like pipelines—involves something more complex). The lens of contract illuminates 
what Williamson labelled “asset specificity” and the unsuitability of loose notions of Third 
Party Access for organizing the pipeline industry. The lens of contract leads policy makers to 
strengthen the institutions needed to support long-term pipeline agreements of sufficient 



www.nera.com   4

certainty to motivate pipeline investments. The lens of contract clarifies much that the 
neoclassical lens of choice overlooks about the governance of pipelines and the possibilities 
for competitive inland transport.

The pipeline industry is unlike other regulated businesses. Long-distance pipelines are 
neither public utility monopolies (like local energy or water companies) nor transporters 
traditionally subject to price regulation but better left unregulated (like airlines or trucking). 
Long-distance pipelines, burdened by asset specificity, present special problems of financing 
and contracting not encountered elsewhere. Applying traditional monopoly utility regulation 
to pipelines eliminates the prospect for competitive entry into the pipeline sector—and that 
stunts the growth of commodity markets. But simple deregulation of pipeline prices would 
leave customers who are geographically captive to a single pipeline subject to abuse. The 
example of North America shows that pipeline transport can be competitive in construction 
and use and the vehicle for unfettered fuel market competition. But it also shows that the 
institutional foundation for such competitive transport is at once inflexible (as in the definition 
of regulated pipeline property and the rigid requirements for total transparency) and nuanced 
(as in the ability of mature and independent regulators to let go of some traditional levers of 
regulation to grasp others).

Indeed, a century of dealing with oil and gas pipelines shows just how hard it is to keep 
them from being used—as John D. Rockefeller first discovered they could be (lessons that 
Gazprom has well learned)—as levers to frustrate competition in commodity markets and as 
profitable tollgates lying athwart commodity trade routes. Remedies for such familiar pipeline 
problems have been hard won. The early attempts in the United States to limit the power of 
oil pipelines to concentrate commodity markets, or to exact excessive tolls, were a lasting 
failure. Recent attempts in Europe or Australia to strengthen pipeline regulation have been no 
more successful. By using regulatory models that are also ill-suited to independent pipeline 
transport, those attempts have done more to create a state-based patchwork of opaque 
monopolies than to promote competitive pipeline transport and independent gas markets. 

Modern economists have done little to make sense of the industry; to place it in a conceptual 
economic framework from which to craft useful public policy. Much of the insightful work 
that went into the economic institutions upon which competitive pipeline transport now 
rests in the United States was done by institutional economists in the first four decades of 
the 20th century, prior to the birth of the neoclassical tradition. More was accomplished by 
farsighted politicians and jurists. It was an insightful U.S. Senator who at a critical moment in 
1906 saved the gas pipeline system from the stultifying effects of nineteenth-century notions 
of common carriage (known loosely as TPA in Europe). Through the next three decades when 
TPA as a governing institution was held at bay, the States, Congress and the courts defined 
the individual regulatory elements that could make contract-based, trans-continental pipeline 
transport work. Thus, when public opinion demanded an end to the regulatory vacuum in 
which interstate gas pipelines lived, Congress had the tools to craft path breaking legislation 
sensitive to the particular concerns of collective groups of fuel producers, financers and 
pipeline users. All of this regulatory, legislative and judicial effort happened in the first half 
of the twentieth century—just before the neoclassical tradition began and decades before 
Coase, Williamson and other later-day institutionalists re-focused economic analysis on 
transaction costs, governance institutions and public choice.

The final transition to competitive pipeline transport late in the second half of the century was 
accomplished by an insightful regulatory commission, pushed by powerful interest groups 
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of gas distributors and their advocates. Economists of the neoclassical tradition who wrote 
about pipelines during this era generally either were preoccupied with economies of scale 
(which counts for little in the larger view of the pipeline transport industry), wrongly accepted 
institutional barriers to reasonable pipeline commercial relationships—such as common 
carriage—as natural barriers that would apply to all inland transport, or abstracted from 
transport markets to focus on commodities. Overall, neither the institutional foundation nor 
the final transition to competitive pipeline transport in the United States owes anything to 
the neoclassical economic tradition—contrary to other areas of regulatory reform, such as in 
airline transport, for which that perspective is better suited. 

My late, dear colleague and friend, and America’s most famous regulator/deregulator, 
Alfred Kahn, saw this.  He was a vigorous reviewer of my book, but was always troubled 
by my rejection of the neoclassical perspective in analyzing pipelines.  Sometime around six 
months before he died in December 2010, he dictated a memo to me saying (somewhat 
after Archimedes who ran naked out of his bath after having discovered the principle of 
displacement) “I’ve got it!”  What was he talking about?

When President Jimmy Carter appointed Fred to reform the U.S. airline industry in the late 
1970s, he described the nature of that business as marginal costs with wings—capable of 
moving its highly-deployable capital as its market demanded, as long as it was unhindered 
by complex entry, exit and pricing regulation. To him (and to us), lifting price regulation 
and abolishing the regulatory agency was a triumph of neoclassical economics over the 
protectionist forces that had used regulation to support the cartelization of a structurally 
competitive airline transport industry.

Fred saw that none of that experience really applied to pipelines. Contrasting to his 
experience, I have called pipelines in my book marginal costs with a ball and chain. Picking 
that up, he urged me to tell the story about how latter-day economic institutionalists 
(his term!)—rather than neoclassical economists—provided the theoretical perspective to 
analyze how and why competition could arise in the pipeline transport industry—not just 
competition to build entire pipelines from Russia to Germany, but competition to expand 
any capacity, at any time, between any two points within the whole European system 
simply by paying a competent firm to build it. Pipeline capital is land-bound and immobile—
the antithesis of deployable capital in air transport. Pipelines are built from one spot to a 
distant one—by far the most efficient method of inland fuel transport. But uncertainty 
or commercial opportunism at either end of the pipe, by the pipelines or their users, can 
strand facilities and wreck the value of the invested capital. The challenges are so great that 
often-enough governments are left to build the pipelines themselves with public funds. 
If investors build pipelines, they make interlocking alliances with fuel suppliers and users. 
Promoting competitive pipeline transport, in the face of the immobility of capital and those 
resulting alliances, involves more complex problems than those Fred overcame in promoting 
competition in air transport. The source of competitive pipeline transport requires a more 
diverse economic theory to explain.

EU Pipeline Policy
So let’s return to Europe’s twin problems with its gas supply—high price and high barriers 
to new pipeline construction. What do we economists have to say about that? Do we go 
after the entry barriers, attack the sources of market power, promote new sources of supply 
and encourage commercially viable pipeline links? Or do we accept the status quo industrial 
relationships, treat institutional barriers as natural barriers, and try to regulate our way 
through with artificial market models?
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One group is pursuing a European Target Model—basically an extension of the gas industry 
regulations in the UK and accepting all of the existing corporate and institutional arrangements 
in the Third Package. There are two problems with that:  (1) what was conceived in the UK 
was merely an expedient with manifest faults—never intended to be permanent; and (2) the 
continental extension of that expedient will cement the barriers to entry, and protect the 
current cartelized EU gas supply system.

I speak from a position of first-hand knowledge about the birth of the entry/exit model—I 
was at British Gas the week the model arrived as a paper (which I was given) from a group of 
management consultants who were charged, under pressure from the Monopolies and Mergers 
Commission and British Gas’s management, with creating a trading scheme that would allow 
shippers to circumvent British Gas’s gas at all costs. Rather than dealing with the dominant 
position of the incumbent head on, it purposely abstracted from transport to create a trading 
hub at the National Balancing Point. As an island-based transport regime, it is only moderately 
counterproductive—gas transport in the UK would be cheaper, more certain and more 
responsive to fuel markets if National Grid Gas did not have an effectively protected monopoly 
on gas transport, which entry/exit effectively gives it. Entry/exit survives for two reasons, in 
my opinion: (1) as British Gas found out in the mid-1990s, it is a potent barrier to entry into 
the pipeline market; and (2) as Ofgas found out at the same time, it creates a great amount of 
regulatory staff work.  Early on, shippers complained about the cost of it all, but, as an interest 
group, industrial shippers (British Gas owned the distribution franchise) are no match in a fight 
if the pipeline and its regulator are united. Treating inland gas transport as an abstraction is 
expensive and inefficient, as common sense might lead one to believe, even on an island like 
the UK.  But as economists know only too well, public policy doesn’t relentlessly evolve to 
pursue economic welfare. It jumps around from hot spot to hot spot. So abstracting from the 
tangible costs of transport limps along on this island because it survives way beneath public 
appreciation—and hence public opinion.

But on a continent, it is ridiculous to abstract from the tangible cost of inland transport by 
setting tariffs for imaginary routes to and from a “virtual trading point” instead of charging 
for what is actually on or in the ground. That this abstraction has been embraced in the Third 
Package is evidence of the same kind of forces evident in the UK: it lets regulatory authorities 
avoid dealing with incumbents head on, it lets a few shippers have fun trading “virtual gas” and 
it is a potent entry barrier—a veritable blockade—to entry into the pipeline sector and for new 
gas producers. It is also, as in the UK, an attractive option for those wanting to make a complex 
administrative business out of pipeline pricing and entry regulation.

But there remain the entry barriers and the cartelization of what we know are two structurally 
competitive industries—I mean, the construction and operation of gas pipelines, as well as the 
sale of gas.  Indeed, the Third Package—written to satisfy the existing European gas suppliers—
does its best to maintain every institutional barrier to entry possible. The Third Package piles 
them on:

Effective continental regulation? The Third Package skirts the issue by spreading tasks 
among ERGEG, CEER and ACER without giving teeth to any actual EU regulation. 
The US got its strong federal jurisdiction over interstate commerce in 1787 in its 
Constitution.  James Madison knew a thing or two.
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Transparency? The Third Package forbids asking for “commercially sensitive” pipeline 
information. The US Supreme Court, that also knows a thing or two, decided 99 
years ago that the financial and operational records of public service firms belong to 
the public, not to shareholders.

Real unbundling? The Third Package gives member state pipeline monopolies 
continued permission to intervene in commodity markets by controlling the sale of 
gas on their own pipelines. Such has been forbidden in the US since 2000 where 
interstate pipelines are irrevocably out of the gas commodity business—they simply 
transport for hire.

Point-to-Point Contracts reflecting actual capacity? The Third Package actually 
forbids them in favor of TPA and entry/exit pricing. The US built a regulatory system 
on long-term pipeline contracts in 1938, and they remain the basis of competition in 
the construction and use of gas pipelines today.

Credit-worthy shippers? The Third Package extends the philosophy of “full retail 
access.” It thereby pushes against the formation of pressure groups of distributors, 
which the US formed in 1935. Those distributors (aided by state regulators and 
various city governments) were the most successful agitators in the United States 
against barriers to entry and in favor of the competitive markets for gas and  
its transport.

Whither the Fourth Package?
In all these areas, the Third Package promotes a powerful and layered collection of 
institutional barriers to entry into pipeline construction, capacity markets and the supply 
of reasonably priced and reliable gas supplies to Europe’s consumers. It is understandable 
that Europe’s integrated pipeline suppliers would wish to retain the sources of their market 
power. The great economist Mancur Olson (who died too early to receive his own Nobel 
Prize for his work on collective action and the theory of groups) said it: there is no constraint 
on the social cost that such a narrow collective group will find it expedient to impose on 
society in the course of obtaining a larger share of the social output for itself. It is harder 
to understand why disinterested policy makers, or Europe’s disinterested economists, would 
support such a thing. To the extent that it is something other than more regulators looking 
for expanded jurisdiction and more work, I think it is down to a failure to adopt the proper 
perspective. The latter day institutionalists embrace the right perspective with their “lens of 
contract.” Our neoclassical colleagues, with their “lens of choice,” do not.

With EU governments facing a multi-national monetary crisis, and lacking the public funds to 
sink into more pipelines, the high cost and inevitable ineffectiveness of European gas policy 
will not go unnoticed for long by the 115 million European gas consumers. If I were one of 
them, I’d be looking forward to the Fourth Package—the one that adopts the economics 
of those latter-day institutionalists and begins the process of surmounting the institutional 
barriers to a truly competitive and secure European gas market. Tomorrow’s seminar is a good 
place to start.
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